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UNI TED STATES BANKRUPTCY COURT
NORTHERN DI STRI CT OF CALI FORNI A

In re: Case No. 95-56961-JRG
Gl ANNOTTA PROPERTI ES, | NC., Chapter 11
Debt or (s). ORDER ON JOHN G ANNOTTA’' S
JURI SDI CTI ONAL OBJECTI ON TO
CONFI RMATI ON

l. | NTRODUCTI ON.

The debtor, G annotta Properties Inc., is a California
corporation that filed its chapter 11 petition on October 24,
1995. Only two directors, Carnella G annotta and Pasqual e
G annotta, attended the neeting at which the bankruptcy filing
was purportedly authorized. The remaining director, John
G annotta, neither attended the nmeeting nor furnished witten
consent to either the neeting or the action taken at the
neeti ng.

On Cctober 23, 1996, as part of his objection to the
confirmation of a plan of reorganization proposed by the debtor,
John G annotta raised the issue of the propriety of the debtor’s
filing for bankruptcy. The crux of John G annotta’ s argunment is
that the filing of the bankruptcy petition was invalid because
it was based on an invalid corporate resolution, and therefore,
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this court lacks the jurisdiction to hear this case. He argues
the resolution was invalid because the directors’ neeting
purporting to authorize the filing was held w thout a quorum
being present. In response, the debtor argues it is excepted
fromthe quorum requirenents arising under California | aw.

Carnell a G annotta and Pasqual e G annotta have conducted
two additional neetings after the debtor filed bankruptcy that
are relevant to the objection before the court. The first was a
shar ehol ders’ neeting held on May 31, 1996, at which they
attenpted to cancel the shares of stock held by John G annotta
and renmove himas a director. The second was a board of
directors neeting held on February 20, 1997, at which they
attenpted to appoint two new directors and thereafter ratify the
bankruptcy filing. The debtor argues that the resolution
appointing the two new directors is excepted fromthe normal
quorum requirements for board neetings and, as a result, the
bankruptcy filing was ratified by the approval of four directors
on February 20, 1997.

For the reasons set forth below, the court finds that the
filing of the bankruptcy petition by the debtor was neither duly
authorized nor ratified under California | aw by the actions just
descri bed. However, the court also finds that the passage of
time coupled with the circunstances of the case preclude John
G annotta from seeking dism ssal on this ground.

1. DI SCUSSI ON.

A The Validity of the Original Resolution Authorizing the
Filing is Determ ned under California Law.
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It is undisputed that state |law controls the requirenents

for a valid, voluntary bankruptcy filing by a corporation.

Price v. Gurney, 324 U. S. 100, 106-107, 65 S.Ct. 513, 516-517,

89 L.Ed. 776 (1945); In Re Anerican d obus Corp., 195 B.R 263,

265 (Bankr.S.D. N. Y. 1996) (citing In re Autum Press, Inc., 20
B.R 60, 61 (Bankr.D.Mass. 1982)). The record before the court
i ndi cates that the debtor was organi zed under California | aw and
primarily conducts its operations in California. It is clear
that California | aw governs the validity of the debtor’s
bankruptcy filing.

The California Corporations Code establishes the procedural
requi renents for a valid action to be taken by a corporation.?
The debtor argues that the corporate governance formalities
required by California | aw have been rel axed as a result of the
manner in which the corporation has operated throughout its
exi stence. However, the debtor does not provide any authority
under California | aw that supports this argunent. Instead, the
debtor cites cases that construe the | aw of other states. See,

e.qd., In re Anerican d obus Corp., 195 B.R at 265

(Bankr.S.D.N. Y. 1996) (interpreting New York corporate |aw).
In California, corporate governance formalities are rel axed
only for close corporations.? Wen a corporation has cl ose

corporation status, Corporations Code 8§ 300(b) excepts the

1 Unless otherwise stated all references to " Sections,” "Code," or "Corporations Code" are references to the
Cadlifornia Corporations Code.

2
Statutory close corporations are created under § 158 of the California Corporations Code and are to be
distinguished from closely held corporations. See, Statutory Close or Closely Held Corporation? Don Berger (1980)
11 Pacific L.J. 699.
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corporation fromcertain corporate formalities. See, e.qg., In

re Annrhon, Inc., 17 Cal.App.4th 742, 755-756, 21 Cal.Rptr. 599

(1993) (explaining that a sharehol ders agreenent can “di spense
with the formalities of directors’ and sharehol ders’ neetings”
in close corporations).® The debtor is not a statutory cl ose
corporati on because the articles do not contain the | anguage
“It]his corporation is a close corporation” as required by

Cor porations Code § 158(a). Although a non statutory close
corporation is legally possible, notw thstanding the adoption of
statutory close corporation legislation in California, there is
no evi dence of any agreement anmong the sharehol ders of the
debtor creating a non statutory close corporation. See

generally 3 Marsh, Cal. Corporation Law (3d ed. 1992 supp.) 8§

22.1, p. 1824. Based on these facts, the court concludes the
debtor is not a close corporation under California | aw

For corporations not having close corporation status, 8§
300(a) provides that “the business and affairs of the
corporation shall be managed and all corporate powers shall be
exerci sed by or under the direction of the [board of
directors].” As a result, in order for debtor to take a valid

corporate action, such as authorizing the filing of a bankruptcy

3
Cal.Jur. describesinformal corporate operation as follows:

Whileit istrue that a corporation ordinarily acts by resolutions that are adopted at formal meetings of its
board of directors and are entered in its minutes, it is also true that decisions reached by all the directors
and shareholders of a close corporation at informal conferences will be binding upon the corporation when,
by custom and with the consent of all concer ned, corporate formalities have been dispensed with and the
corporate affairs have been carried on through such informal conferences.

15 Cadl.Jur.3d (Rev.) § 24 p. 89-90. (emphasis added); See, also the Legidative Committee Comment to § 158 of the

Corporations Code.

4

ORDER ON JOHN GIANNOTTA’SJURISDICTIONAL OBJECTION TO CONFIRMATION




UNITED STATESBANKRUPTCY COURT

For The Northern District Of California

© 00 N o O A~ W N P

N NN RN N NN NN P B P B PP PP P
® N o O A W N P O © 0N O o M w N P O

petition, it must do so at a duly held neeting of its board of
di rectors.

It is not inherently unfair to require famly corporations
to follow the governance requirenents of California's corporate
| aw. The sharehol ders of the debtor organized in corporate
form thereby utilizing the advantages of this form of doing
busi ness. As a result, they nmust be prepared to live with the

| aws that govern such arrangenents. See, e.qg., Ovadia v.

Abdul | ah, 24 Cal.App.4th 1100, 1109-1111, 29 Cal.Rptr.2d 527
(1994) (holding that a fam |y owned corporati on was not excused
fromcorporate formalities in voluntary dissolution proceedi ngs
“by virtue of their size or ownership.”). Accordingly, Carnella
G annotta and Pasqual e G annotta are not free to disregard the
| egal rights of John G annotta, who is both a fifty percent
shar ehol der and a director, when maki ng maj or deci sions such as
the filing of a bankruptcy petition.
B. The 1995 Resol ution Purportedly Authorizing the
Bankruptcy Filing was Invalid Because a Quorum was not
Present at the Meeting.
Cor poration Code 8 307(a)(8) requires a quorumto be
present at a directors' neeting in order to validly transact
busi ness. Section 307(a)(7) defines a quorumas: “A mpjority

of the authorized nunber of directors. Consi stent with
this statutory provision, Section 13 of Article Il of the
debtor’s own byl aws define a quorumas “[a] mpjority of the

number of Directors as fixed by the Articles of Incorporation or
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By-laws. . . .” The debtor has five authorized directors.*
Therefore, three directors are required to constitute a quorum
at any neeting of directors.

The debtor argues that a quorum should be a mpjority of the
three |l ong-standing directors, and thus only two directors
shoul d be needed for a quorum Section 307(a)(7) clearly
provides that a mpjority of the authorized directors is required
in order to constitute a quorum Assum ng arguendo that the
number of authorized directors could be validly reduced bel ow
five under California |law, there is no evidence of an intent to
do so in this case. Rather, the evidence fromthe board s

mnutes is to the contrary. The relevant m nutes reveal that:

[t] he chairman stated that nom nations were open for
directors and while the bylaws called for the el ection

of five directors, corporations affair [sic] could

presently be handled with three directors. |t was

further suggested that the other two directors would be

filled when circunstances required.?®

There is a contradiction between the plain nmeaning of this
statenent and the reduced quorum requirenent suggested by the
debtor. The proposition that the nunber of authorized directors
was reduced is precluded by the statenent allowi ng for the

vacant director seats to be filled in the future, which

4

The number of directors and the procedures for changing the number thereof are provided for in Section 2,
Articlell of the debtor's bylaws. This section reads asfollows: "The authorized number of directors of this
corporation shall be five (5). This number may be changed by amendment to the Articles of Incorporation or by an
amendment to this Section 2, Articles|1, of these Bylaws, adopted by the vote or written assent of the shareholders
entitled to exercise majority voting power."

5

The minutes of the First Meeting of the Board of Directors held on May 9, 1978.
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necessarily requires that authorized seats remain avail able for
the future directors to fill. Therefore, the contention that
only two directors are needed for a quorum nust be rejected.

No quorum exi sted at the October 24, 1995 neeting because
only two directors were present. No business could be validly
transacted at that meeting, other than adjourning the neeting
pursuant to 8 307(a)(4). The purported action taken could have
been validated if John G annotta had furnished a witten consent
to the action pursuant to 8 307(b). As he did not, the only
possi bl e conclusion is that the resolution purportedly
aut hori zing the bankruptcy filing is invalid.

C. The Actions taken at the Sharehol ders’ Meeting on My

31, 1996 are Invalid Because the Applicabl e Quorum
Requi renments were not Met.

John G annotta has been both a director and a fifty percent
shar ehol der of the debtor. Carnella G annotta and Pasqual e
G annotta attenpted to renove John G annotta fromthese
positions at a purported sharehol ders’ neeting that was held on
May 31, 1996. However, Section 7 of Article | of the debtor’s
byl aws defines a quorum for a sharehol ders’ neeting as a
“mmajority of the shares entitled to vote.” This provision is in
accordance with the quorum requirenents established in
Corporations Code 8 602. By virtue of John G annotta’s status
as a fifty percent sharehol der, no quorum could be fornmed at a
shar ehol ders’ neeting without either his presence or proxy.
Consequently, any resolution passed at such a neeting, other
than to adjourn the neeting, is invalid under §8 602. As a

result, John G annotta’s status as a director and fifty percent

7

ORDER ON JOHN GIANNOTTA’SJURISDICTIONAL OBJECTION TO CONFIRMATION




UNITED STATESBANKRUPTCY COURT

For The Northern District Of California

© 00 N o O A~ W N P

N NN RN N NN NN P B P B PP PP P
® N o O A W N P O © 0N O o M w N P O

shar ehol der was not changed by the purported resolution of

Carmell a G annotta and Pasqual e G annott a.

D. The Attenpt to Fill Vacant Board Seats on February 20,
1997 was Invalid, and, as a Result, the Attenpted
Ratification of the Bankruptcy Filing by the Board of
Directors Fail ed.

The debtor contends that the normal board quorum
requi rements did not apply to the neeting on February 20, 1997,
at which the fourth and fifth directors were all egedly
appoi nted. However, analysis of the relevant statutes and byl aws
reveals that a normal quorumis required where there are enough
directors remaining in office to potentially constitute a nornal
quor um

Cor porati ons Code § 305(a) provides:

Unl ess otherw se provided in the articles or bylaws and
except for a vacancy created by the renmoval of a
director, vacancies on the board may be filled by
approval of the board (Section 151) or, if the number
of directors then in office is |ess than a quorum b%
(1) the unaninous witten consent of the directors then
in office, (2) the affirmative vote of a majority of
the directors then in office at a neeting held pursuant
to notice or waivers of notice conplying with Section
307 or (3) a sole remaining director. Unless the
articles or a bylaw adopted by the sharehol ders provide

that the board may fill vacancies occurring in the
board by reason of the renoval of directors, such
vacancies may be filled only by approval of the

shar ehol ders (Section 153).

It is clear that when the nunber of directors in office can
constitute a quorum vacancies on the board may be filled by
approval of the board. This approval nust take place at a duly
hel d neeting, which requires a normal quorum pursuant to
§ 307(a)(8).

Section 305(a) provides for an exception to the nornal

8

ORDER ON JOHN GIANNOTTA’SJURISDICTIONAL OBJECTION TO CONFIRMATION




UNITED STATESBANKRUPTCY COURT

For The Northern District Of California

© 00 N o O A~ W N P

N NN RN N NN NN P B P B PP PP P
® N o O A W N P O © 0N O o M w N P O

quorum requirement “if the nunber of directors then in office is
|l ess than a quorum” That is not the case here because there
were still three directors in office who could constitute a
normal quorum

Section 305(a) provides another exception where a different
procedure is “otherwi se provided in the articles and byl aws.

"  However, in this case neither the debtor’s articles nor
its bylaws provide for an alternative to the general
requi renments of § 305(a). The pertinent provision of the byl aws
is in Section 4 of Article Il, which provides:

“[v]acancies on the Board of Directors may be filled by

a mpjority of the remaining directors, though |ess than

a quorum or by a sole remaining Director.” (enphasis

added) .

This provision only addresses the voting procedures for
appointing directors. Inportantly, it is silent as to what
occurs where the nunber of remaining directors in office can
constitute a quorum

No relevant California case interpreting a “though |ess

than a quoruni provision in bylaws has been found. The court

notes that in Tonminson v. Loew s Inc., 135 A 2d 136 (Del.

1957), aff’g, 134 A 2d 518 (Del. Ch. 1957), the Del aware Suprenme
Court analyzed a simlar provision in a corporation’s byl aws and
found that the normal quorum requirenment was still in effect
where there were enough directors in office to potentially
constitute such a quorum The Tonlinson provision, which

i nvol ved | anguage simlar to Section 4 of Article Il of the

debtor’s bylaws, is as follows:
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If the office of any nenmber of a commttee or of the

President, a Vice-President, the Secretary, Treasurer

or any other office or agent beconmes vacant, the

directors in office, although |less than a quorum nay

appoint any qualified person to fill such vacancy, who

shall hold office for the unexpired termand until his
successor shall be duly chosen. A vacancy in the Board

of Directors may be filled by the stockhol der or by the

directors in office (although less than a quorum.

Article V, 8 2 (enphasi s added).

134 A . 2d at 523.

The Tom inson Court noted that the corporation’s general
byl aw provi sions, which required a quorum would allow a vacancy
to be filled without need to resort to Article V, 8 2, because
sufficient directors were available to constitute a quorum 1d.
at 524. It is only in the absence of any possi ble quorumthat
t he provision allowing a vacancy to be filled w thout a quorum
is applicable.

Simlarly, the debtor’s bylaws did not provide for a waiver
of the quorum requirenments where enough directors were in office
to constitute a quorum This conclusion is reinforced by the
definition of quorumin Section 13 of Article Il of the byl aws:

“A mjority of the nunmber of Directors as fixed by the

articles of incorporation or By-laws shall be necessary

to constitute a quorum for the transaction of business

. (enphasi s added).

In light of the Section 13's expansive definition as to
when a quorumis required, Section 4 of Article Il, which
provi des that “vacancies in the Board of Directors may be filled
by a majority of the remaining directors, though | ess than a
quorum. . . ,” should be narrowmy interpreted to allow for
di rector appoi ntnments when a quorum cannot be formed due to

insufficient directors in office.
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Because the debtor’s board of directors’ neeting on
February 20, 1997 did not neet applicable quorum requirenents,
the fourth and fifth directors were not validly appointed.
Therefore, the attenpted ratification of the bankruptcy filing
fails due to the absence of John G annotta, the director whose
presence was needed to constitute a quorum at that neeting.

| mportantly, this court’s ruling on the appoi ntnment of
directors does not result in the corporation remaining in
per manent deadl ock. O her nechanisms are provided by the
California Legislature to resolve corporate governance issues.

See generally 3 Marsh, Cal. Corporation Law (3d ed., 1992 supp.)

8§ 22.20, p. 1876-1877. This point was further underscored in
Anmaco, Inc. v. Bohlken, 13 Cal.App.4th 891, 16 Cal.Rptr.2d 675

(1993), which involved allegations of gross m sconduct. In
Anmaco, one fifty percent shareholder, while acting as the
corporation’s president, caused the corporation to bring | egal
proceedi ngs agai nst the other 50 percent sharehol der, who was
all eged to have commtted vari ous wongful acts against the
corporation, including fraud on the corporation. |1d. at 895-
896. The court upheld a notion for summary judgnment dism ssing
t he | egal proceedi ngs as unaut horized corporate acts. |In doing
so, the court explained that:

The usual renedies available in the case of deadlock in
a small corporation include: appointnment of a

provi sional director (Corp.Code, § 308); renoval of a
di shonest of fraudul ent director (Corp.Code, 8§ 304);
appoi ntnent of a receiver, in limted situations (Code
Civ.Proc., 8 564, subd. (b)(5); and involuntary

di ssol ution of the corporation (Corp.Code, § 1800).

Anmaco, Inc. v. Bohlken, 13 Cal.App.4th 891, 900 n.3, 16
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Cal . Rptr.
2d 675 (1993).

E. The Passage of Time Coupled with the Circunstances of
the Case Preclude John G annotta from Seeking D sm ssa
on this G ound.

Havi ng found that the debtor’s bankruptcy filing was
neither duly authorized nor ratified by the debtor’s board of
directors, the court now exam nes the conduct of the noving
party, John G annotta. John G annotta waited approxi mately one
year to conplain about the validity of the debtor’s bankruptcy
filing. Additionally, he brought this action as an objection to
confirmation of a plan of reorganization. This plan, if
confirmed, would have resulted in the transfer of real estate
fromthe debtor, of which he is a fifty percent shareholder, to
anot her entity in which he has no current ownership interest.
This circumstance | eads the court to conclude that John
G annotta took a “wait and see” approach to the debtor’s
bankruptcy proceedi ngs. VWhen he did not |ike the potenti al
out cone of these proceedi ngs, he attenpted to “bail out” of
t hese proceedi ngs by objecting to the debtor’s plan of
reorgani zati on on the theory that the year-old bankruptcy filing
was invalid. Wen this court conpares the conduct of John
G annotta with the conduct of the parties in the cases noted
bel ow, his conduct clearly falls in the pattern of time and
circunstance that warrants rejecting his challenge to the
propriety of the debtor’s bankruptcy filing.

Ot her Courts have consistently rejected tardy objections to

corporate bankruptcy filings involving simlar conbinations of
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time and fact. 1In the course of rejecting these chall enges,
courts have uniformy concluded that a defect in the initial
corporate bankruptcy filing was not necessarily fatal to the
proceedi ngs. For exanple, the Fourth Circuit Court of Appeals
has held that a fifty percent sharehol der had ratified an
initially invalid corporate bankruptcy filing because he waited
over a year to challenge the filing. Moreover, the novant fil ed
his objection after the trustee dunned himfor funds that

al |l egedly bel onged to the corporation. Hager v. G bson, 108

F.3d 35, 38-40 (4th Cir. 1997). The Fifth Circuit Court of
Appeal s al so rul ed agai nst the objections of a fifty percent
shar ehol der, who had waited over a year to claiman invalid
corporate bankruptcy filing, on the grounds that she had

acqui esced the filing. |In that case, the nmovant chall enged the
bankruptcy filing to inmprove her chances of collecting $100, 000
of life insurance proceeds that were payable to the debtor.

Matter of Atlas Supply Corp., 857 F.2d 1061, 1062-64 (5th Cir.

1988). Another Court has held that even a 100% share- hol der,
who had “participated significantly in the proceedings,” could
not vacillate for over three years and successfully chall enge
the validity of the bankruptcy filing of his own corporation.

In re Martin-Trigona, 760 F.2d 1334, 1341 (2nd Cir. 1985). See

also, Inre Farrell Realty Co., 10 F.2d 612, 614-615 (WD. Pa.

1925) (holding, in part, that directors and stockhol ders, who
wer e cogni zant of the bankruptcy filing, could not be permtted
to put an end to bankruptcy proceedi ngs after standing “by for

six nmonths without action, and allowing] the rights of innocent
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persons to be affected . . . ."); In re American {d obus, 195

B.R 263, 265-266 (Bankr.S.D.N. Y. 1996) (finding, in part, that
di sm ssal of the debtor’s bankruptcy petition inappropriate
where the president of novant corporation was the alleged

reci pient of transfers fromthe debtor corporation that m ght be

avoi dabl e by the Chapter 7 trustee); 1.D. Craig Service Corp.

118 B. R 335, 337-338 (Bankr.WD. Pa. 1990) (holding that board
of directors of a corporate debtor could not challenge its
bankruptcy filing because the directors had waited over a year
to object and engaged in participatory conduct in the bankruptcy
proceedings). Significantly, these courts arrived at simlar

results using several different legal theories. See, e.qg.,

Hager v. G bson, 108 F.3d 35, 38-41 (4th Cir. 1997)

(ratification under state | aw supplied the necessary subject

matter jurisdiction); Matter of Atlas Supply Corp., 857 F.2d
1061, 1062-64 (5th Cir. 1988) (acquiescence under In re Farner’'s

Supply Co., 275 F. 824 (5th Cir.1921)); In re Martin-Trigona,

760 F.2d 1334, 1341 (2nd Cir. 1985) (acquiescence to the
proceedings); In re Farrell Realty Co., 10 F.2d 612, 614-615

(WD. Pa. 1925) (to dism ss the bankruptcy after a year has

el apsed woul d be inequitable and unjustifiable); In re Anerican

d obus, 195 B.R 263, 265-266 (Bankr.S.D.N. Y. 1996) (under New

York | aw nonuse of a bylaw “may work its abrogation.” (citation

omtted)); and |.D. Craig Service Corp., 118 B.R 335, 337-338

(Bankr.WD. Pa. 1990) (ratification and |aches).

Now, this court, like the courts that have previously

considered this issue, nust also reject John G annotta s “wait
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and see” approach.

11, CONCLUSI ON.

Based on the foregoing,
John G annotta is overrul ed.

DATED

the jurisdictional objection of

JAMES R GRUBE
UNI TED STATES BANKRUPTCY JUDGE
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